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Marilyn J. Nemec, CPA
Partner, Alexander Grant & Company
Chicago, Illinois
There are few days when the Wall Street 
Journal does not have at least one article 
about the problems of a real estate invest­
ment trust (REIT). Sometimes the REIT is 
announcing a delay in completion of its 
audit because the auditors have requested 
additional appraisals of the REIT's proper­
ties. In many cases REITS, which had been 
reporting earnings or a small loss on an 
interim basis, are disclosing huge year­
end operating losses resulting from an in­
crease in the allowance for loan losses or 
the write-down to net realizable value of 
the carrying amount of its properties.
Typically, a REIT is organized as an un­
incorporated business trust which issues 
shares of beneficial interest rather than 
common stock to the public. It invests the 
proceeds of its sale of beneficial interests 
and of its borrowings in real estate projects 
and in mortgages financing real estate 
projects. Its portfolio may be restricted to 
only equity investments in properties or to 
only financing properties; however, in 
many instances the portfolio includes 
both. A REIT is very highly leveraged and 
to a great extent its success is based on its 
ability to borrow money at a lesser rate 
than it can charge. If a REIT qualifies 
under Sections 856-858 of the Internal 
Revenue Code and distributes at least 90% 
of its taxable income (excluding capital 
gains) to its shareholders, it is not required 
to pay Federal income tax on distributed 
income. In any year in which the REIT fails 
to qualify under the Internal Revenue 
Code its entire taxable income is subject to 
Federal income tax at corporate rates. 
Usually, an advisor (a separate corpora­
tion which sponsored the organization of 
the REIT) manages the REIT's daily opera­
tions for a fee. Often the other business 
activities of the advisor or its parent or 
affiliates are such that conflicts of interest 
or related party transactions are likely to 
occur between the REIT and its advisor.
The accounting practices of REITS have 
varied for some time, but it was not until 
the current economic crisis created serious 
financial problems for the real estate in­
dustry that action has been taken to nar­
row the range of accounting practices for 
REITS. The Accounting Standards Divi­
sion of the American Institute of Certified 
Public Accountants has submitted rec­
ommendations to the Financial Account­
ing Standards Board for its consideration 
in a Statement of Position on Accounting 
Practices of Real Estate Investment Trusts. 
Statements of Position do not establish 
standards enforceable under the AICPA's 
Code of Professional Ethics; however, 
recommendations contained in such 
statements usually serve as general 
guidelines for the accounting profession 
until the FASB issues a definitive ruling on 
the subject.
Recommendations included in the 
Statement are:
Losses From Loans
The allowance for losses on loans and 
foreclosed properties should be deter­
mined based on an evaluation of the re­
coverability of individual loans and prop­
erties. The allowance should not be de­
termined on the basis of percentages of 
loan balances, income or other similar 
bases. All holding costs, including prop­
erty taxes, legal fees and interest, should 
be included in determining the amount of 
such losses.
The individual evaluation of loans and 
foreclosed properties should be made as of 
the close of all annual and interim 
shareholder reporting periods. This 
periodic evaluation may well result in a 
need to increase or decrease the allowance 
for losses with a corresponding charge or 
credit to operations.
In the case of a foreclosed property 
which the REIT elects to hold as a long­
term investment, the net realizable value 
at the date of foreclosure becomes its new 
basis and subsequent increases in market 
values should not generally be recorded 
until the time of a later exchange transac­
tion which confirms the amount of any 
increase.
Discontinuance of Interest Revenue 
Recognition
Recognition of interest revenue should be 
discontinued when it is not reasonable to 
expect that the payment will be received. 
Certain conditions are regarded as estab­
lishing a presumption that the recording 
of interest income should be discon­
tinued. These conditions are past due 
payments, defaults, foreclosure proceed­
ings, actual or pending bankruptcy of the 
borrower, doubtful economic viability of 
the project, and loan renegotiations. 
These conditions may also be an indica­
tion that an allowance for losses should be 
provided.
Commitment Fees
A commitment fee is paid by a potential 
borrower to a potential lender (the REIT) 
for a promise to lend money in the future. 
Commitment fees should be amortized 
over the combined commitment and loan 
period. Deferred commitment fees should 
be taken into income at the end of the 
commitment period if the loan is not 
funded.
Operating Support from Advisor
The advisor may elect to support the 
REIT's operations during its period of fi-
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nancial difficulty by purchasing a loan or a 
property at an amount in excess of market 
value, forgiving an indebtedness, reduc­
ing the advisory fees, providing required 
compensating balances or making out­
right cash payments. In these situations, 
full disclosure of the nature of the relation­
ship between the REIT and its advisor and 
the nature and amount of the transactions 
between them should be made. Appro­
priate accounting in the present 
framework of generally accepted account­
ing principles requires adjustment of any 
assets (or liabilities) transferred between 
the REIT and the advisor to current market 
value as of the date of the transaction and 
recognition, as income or as a reduction of 
advisory fees, of the operating support ef­
fectively obtained. When material, the ef­
fect of such transactions should be re­
ported separately in the statement of op­
erations.
This Statement is applicable to all REITS 
whether qualified under Sections 856-858 
of Internal Revenue Code or not. Other 
companies engaged in the business of in­
vesting in real estate or making loans re­
lated to real estate are beyond the scope of 
this Statement; however, the conclusions 
in the Statement may also be appropriate 
for these companies.
Auditing implications of this Statement 
are being considered by the Auditing 
Standards Executive Committee of the 
AICPA. In forming a judgment regarding 
the adequacy of the allowance for loan 
losses, the auditor is presented with at 
least two significant problems. These are 
using the work of non-accounting 
specialists and availability of evidential 
matter to estimate net realizable value of 
properties. Estimated selling price and es­
timated costs to complete construction are 
among the factors to be considered in the 
determination of net realizable value. The 
work of an appraiser or engineer may be 
needed for some of these estimates. If con­
struction has not been completed or if it is 
anticipated that a purchaser may be dif­
ficult to locate, estimation of net realizable 
value at a point in the future may be neces­
sary. The auditor may need to evaluate 
"estimates of future economic events" 
and the reasonableness of assumptions 
used in making such "estimates". If the 
auditor is unable to obtain satisfaction as 
to the reliability of appraisals, assump­
tions and projections used in the determi­
nation of the carrying value of real estate 
and any related allowance for loan losses, 
it may be necessary to appropriately qual­
ify or disclaim an opinion.
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statement that the "Failure of a taxpayer 
corporation to prove that its entire ac­
cumulation was for the needs of the busi­
ness does not necessarily mean that no 
part of the accumulation was reasonable." 
The tax will only be assessed on that por­
tion which is unreasonable.
There are two general consideration by 
the court that might prove worthwhile to 
keep in mind: (1) The courts have recog­
nized a corporation's right to grow and 
within reasonable limits to protect itself 
and its shareholders,18 and (2) The busi­
ness judgment of those entrusted with the 
management of a successful growing en­
terprise is not to be ignored.19
Conclusions
Reasonableness of the accumulation of 
earnings can be established by using one 
of the methods set forth above such as the 
Bardahl formula, the "reasonable current 
ratio", the need for the funds for expan­
sion, etc. In any event there are two things 
which should definitely be done to enable 
a corporation to avoid the accumulated 
earnings tax penalty:
(1) the corporation should keep up- 
to-date records of why earnings are 
retained and
(2) if the corporation lists any intan­
gible factors such as fear of a depres­
sion, available supporting data, 
such as an economist's report, 
should be filed with the list. The 
more tangible the items, such as 
plant expansion, the more concrete 
the evidence should be, e.g. as near 
to the blueprint stage as possible.20 
The accumulated earnings credit for 
$150,000 ($100,000 for years before 1975)21 
exists because the lawmakers and courts 
recognize the need for a firm to retain 
ample earnings for operations and for ex­
pansion; this credit may be adjusted if rea­
sonableness of needs for retaining more 
earnings can be established.
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lated to the individual's goals and objec­
tives such as:
1) the degree of financial indepen­
dence desired,
2) the level of retirement income 
desired,
3) the investment level desired,
4) the standard of living level de­
sired,
5) and how these goals and objec­
tives fit into the individual's income 
tax picture.
According to Mr. Conway, once the 
above objectives have been set the indi­
vidual can begin to assemble a financial 
plan.
The two methods discussed above are 
basically the same. The first step is to 
prepare a budget, which forces us to look 
ahead and to consider how the various 
classes of income and expense fit together. 
We all remember from our budgeting 
classes in school that the primary benefit 
of a budget is that it makes us put down in 
writing exactly what our plans are. It is 
very easy to underestimate expenses. Not 
until we actually start tallying up exactly 
what we spend for what can we accurately 
determine the total expenditures related 
to each expense category. The budgeting 
process also points out to us the many 
ways in which we can possibly cut expen­
ditures.
Perhaps the most difficult aspect of the 
financial plan is the necessary self­
discipline. Or, perhaps, it is just facing up 
to the fact that we do need a financial plan 
and then doing something about it.
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